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Summary. - The purpose of this paper is to determine whether and to what extent "Dutch
Disease" effects have offset the potentially positive Hirschman-type inducements provided by
massive government expenditures intended to stimulate private sector investment in Saudi
Arabia. The main finding is that in Saudi Arabia at least infrastructure investment does not
appear to have played a strong role in stimulating private sector investment. Instead, the private
investors appear to be much more sensitive to shorter run current conditions created by
government expenditures.

1. INTRODUCTION

Most of the major oil-exporting developing
countries have relied to one extent or another on
a variant of Hirschman's (1958) policy of un­
balanced growth. This approach stresses the
supply-side effects produced by massive invest­
ments in social overhead capital (Looney,
1989b). Since the 1973/74 oil price revolution
Saudi Arabia, for example, has allocated ap­
proximately 375 billion riyals (RIs) to develop­
ment infrastructure (during most of this period
tbe exchange rate was around 3.5 Rls to the US
dollar).

Given the extent of these expenditures,
however, the economy's economic performance
in recent years must be considered a major
disappointment, with private investment falling
in real terms each year since 1981/82. As docu­
mented and predicted in Auty's seminal work
(1988a, 1988b, 1988c, 1989) industrial diversifica­
tion has been somewhat disappointing.

A number of reasons for the country's current
economic problems have been suggested
(Looney, 1988c, 1990). Some are specific and
relate to relative price movements associated
with the Dutch Disease - the decline in profita­
bility of traded goods stemming from an over­
valued exchange rate created by the oil boom. In
fact, there is increasing evidence of the existence
of the Dutch Disease in Saudi Arabia (Looney,
1988/89).

Other explanations are more general and

relate to the quality and composition of govern­
ment expenditures. Finally, institutional factors
such as restrictions on the earning of interest,
have most likely encouraged commercial banks
(and presumably private investors) to shift funds
to foreign capital markets, particularly during
periods of relatively high euro-interest rates
(Wilson, 1982).

The purpose of this paper is to determine
which of these factors have offset the potentially
positive Hirschman-type inducements to private
sector investment. Based on these findings,
several policy implications are drawn. With this
end in mind, the following section provides a
brief overview of the government's development
plans and expenditure patterns. Since the ulti­
mate intent of government policy is to stimulate
private sector activity, especially investment, the
next section develops a private sector investment
function, incorporating the stimulative effects of
government expenditures together with variables
depicting the possible offsets or negative effects
associated with oil revenues and their use by the
government.

•

2. DEVELOPMENT PLANS AND
GOVERNMENT EXPENDITURES

Economic development policies in Saudi Ara­
bia have been carried out since 1970s in a series
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